KEEGAN, WERLIN & PABIAN, LLP -

ATTORNEYS AT LAW
21 CUSTOM HOUSE STREET
BOSTON, MASSACHUSETTS 02110-3525 TELECOPIERS:
©17)951- 1354

(617)951-1400 (617)951-0586

June 17, 2003

Mary L. Cottrell, Secretary

Department of Telecommunications and Energy
One South Station

Boston, MA 02110

Re: D.TE.03-47, Boston Edison Company, Cambridge Electric Light Company,
Commonwealth Electric Company, NSTAR Gas Company, Pension/PBOP
Adjustment Mechanism Tariff Filing, Discovery Responses

Dear Secretary Cottrell:

Enclosed for filing in the above-referenced matter are the responses of Boston
Edison Company, Cambridge Electric Light Company, Commonwealth Electric
Company and NSTAR Gas Company to the Information Requests set forth on the
accompanying list.

Thank you for your attention to this matter.

Sincerely,

Robert N. Werlin

Enclosures
cc: Service List



Responses to Information Requests

Information Request AG-1-20

June 17, 2003



NSTAR Electric and Gas Company
Department of Telecommunications and Energy
D.T.E. 03-47

Information Request: AG-1-20

“June 17, 2003

Person Responsible: James J. Judge

Page 1 of 1

Information Request AG-1-20

Please provide copies of all of the Companies’ filings and correspondence with
the Department regarding the D.T.E. 02-78 deferral of pension and post-
retirement benefits other than pensions costs.

Response

The Attachments are as follows:

e AG-1-20(1) — November 20 and November 22, 2002, Presentation to

Department’

e AG-1-20(2) — November 27, 2002, Letter to Department requesting
accounting ruling;

e  AG-1-20(3) — December 9, 2002, Letter to Department Letter Requesting
Extension of Time;

o AG-1-20(4) — December 11, 2002, Letter to Department Letter
Requesting Extension of Time;
AG-1-20(5) — December 12, 2002, Letter Requesting Extension of Time
AG-1-20(6) — December 17, 2002, Letter to Department Responding to
Attorney General; and

e AG-1-20(7) — December 17, 2002, Cover Letter and Motion For Leave
To File Reply Comments

! Attachment AG-1-20(1) is material provided at meetings that took place with the Department
before the filing of the letter that was docketed as D.T.E. 02-78. However, because the subject
matter concerned the issues that were the subject of the subsequent letter, the material is included.
See also response to Information Request AG-1-21.
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. % STAR 800 Boylston Street, Baston, Messschusetts 02199-8003 DTE 03-47

Att. AG-1-20(2)

* James J. Judge
Senior Vice President, Chief Financial Officer and Treasurer

November 27, 2002

Paul B. Vasington, Chairman

James Connelly, Comimissioner

W. Robert Keating, Commissioner

Eugene J. Sullivan, Jr., Commissioner

Deirdre K. Manning, Commissioner
Department of Telecommunications and Energy
One South Station — 2™ Floor

Boston, Massacbhusetts 02110

Re: Accounting Treatment for Pension and Post-Retirement Benefits

Dear Commissioners:

Since 2000, the U.S. economy has experienced three consecutive years of significant
equity-market declines coupled with falling interest rates. This unprecedented occurrence is
having a considerable impact on NSTAR's obligations regarding employee pensions and post-
retirement benefits other than pensions (“PBOP”).! Consequently, by this letter, I am seeking
the assistance of the Department of Telecommunications and Energy (the “Department™) in
mitigating the negative effects of certain accounting and ratemaking requirements that are
implicated as a result of these unprecedented economic circumstances,

) Over the past 10 years, NSTAR? has contributed an average of approximately $85 million
per year into its trust funds specially established to hold and invest funds designated to pay
pensions and PBOPs to retired employees. Over that same time period, the amount of pension
and PBOP costs embedded in rates averaged only approximately $47 million per year. In
accordance with Department policy, NSTAR has consistently made significant annual
contributions to the pension and PBOP trust funds well in excess of the minimum levels required
by the Employee Retirement Income Security Act of 1974 (“ERISA™) and Internal Revenue
Service (“IRS”) regulations. Although this level of contribution greatly exceeded the level of
expenses previously included in approved utility rates, NSTAR’s funding policies ensured that
trust funds were tax efficient and adequately funded so that benefits would be available to be
paid to employees upon retirement.

! There are two accounting standards that have been issued by the Financial Accounting Standards Board

(“FASB" or the “Board”) that are germane to the Company’s funding obligations for pensions and PBOPs.
These standards are the Statement of Financial Accounting Standards No. 87 (“FAS 87") and No. 106
(“FAS 106”), which govern accounting practices for pension and PBOP expenses, respectivcly. The Board

issued FASB 87 (Pensions) in Dccember 1985 (effective in 1987) and FASB 106 (PBOPs) in Deccmber
1990 (effective in 1993),

For purposes of this lenier, “NSTAR” or the “Company” refers to its rcgulated operating utilities, Boston

Edison Company, Cambridge Electric Light Company, Commonwealth Electric Company and NSTAR Gas
Company.



Letter to Commissioners
November 27, 2002 . .
Page 2 2

Despite these substantial contributions, NSTAR is now confronted with a serious
accounting deficiency in its pension fund resulting from equity-market declines and falling
interest rates. In combination, these factors have the dual impact of reducing the value of the
assets held in trust to meet pension obligations, while at the same time increasing the benefit

obligation (because a lower interest rate increases the present value of the benefit obligation to
employees in the future).

Absent an accounting ruling from the Department, this shortfall will require NSTAR to
record on its books a large non-cash charge to Other Comprehensive Income/Loss (“OCI”).
Although the charge to OCI would be reversed in future periods, this charge to common equity
would have an immediate and detrimental effect on NSTAR’s financial health, and ultimately,
the cost of service for NSTAR customers. For example, the Company’s bond ratings are likely
to be downgraded, which will increase the costs that the Company will incur to raise capital and
finance utility operations. In addition, the Company’s credit agreements may be negatively
affected by this downgrading, which could further impair the Company’s access to capital to
continue financing system improvements and fund utility operations. The Company also
anticipates that the sitbation would create concerns among employees and customers.

In addition, the expenses that will be booked under FAS 87 and FAS 106 in 2003 and
forward will be significantly greater than the levels previously booked by the Company.
Moreover, because changes in the position of the trust funds resulting from market volatlity are
captured in the IRS calculation of tax deductibility for fund contributions, the maximum for
pension funds in 2003 is projected to be substantially greater than the $50 million per year that
the Company has invested in the pension fund on average over the past five years.

The Department has consistently recognized that prudently incurred pension and PBOP
costs rnay be included in utility rates. Given the volatility of these extraordinary and recurring
expenses (whether viewed in terms of FAS 87 and FAS 106 expenses or tax deductible
contributions), the Company will propose in a future proceeding a specific recovery mechanism
designed to provide for the reconciliation between the amounts received from costomers in rates
and the FAS 87 and FAS 106 expenses recorded on the Company’s books over a specified time
period.’ The approval of such a mechanism will ensure that the Company’s customers pay in
rates no more than the Company’s actual pension liability, and the Company will collect only the
actual amount of its actual pension obligation. Such a reconciliation i1s consistent with the
Department’s rate-continuity principles in that it will stabilize and smooth out the recovery of the

2 Such treatinent has been approved in similar circumstances by the Department in the past. See ¢.g., Boston

Gas Company, D.P.U. 93-60, at 207-208 (1993); Boston Edison_Company, D.P.U./D.T.E. 96-23 (1998)
(approving Restructuring Scttlement Agreement that provides that “post divestiture FAS 106 and FAS 87
gains or losses recognized on BECo’s books shall be reflected in distribution rates to customers and shall
neither be retained nor borne by BECo.” Restructuring Settlemnent, at page 233, fn.5); Cambridge Electric

Light Company, D.P.U. 92-250. at 54 (1993); Manufactured Gas Waste Generic Investigation, D.P.U, 89-
161 (1990).

=) s
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Letter to Commissioners
November 27, 2002
Page 3

expense from custorers, while avoiding adverse financial impacts. Without the approval of
such a mechanism the volatility of pension expense and funding requirements, combined with
the magnitude of these amounts, will significantly distort the annual reporting of the Company’s
operating results in the future and could result in the over-collection of costs from customers,

To avoid this result as well as the immediate and detrimental impacts associated with the
year-end charge to equity of the Additional Minimum Liability (“AML”),* the Company requires
an accounting ruling from the Department on or before December 31, 2002, that would permit,
pending the establishment of the specific ratemaking methodology to reconcile and to recover
costs, the deferral of the difference between the level of pension and PBOP expenses that are
included in rates and the amounts that must be booked in accordance with FAS 87 and FAS 106,
in recognition of the recoverability of these costs in future rates, as determined by the

Department in the Company’s next rate proceeding. Accordingly, the Company requests that it
be authorized to implement the following accounting practices:

(a) until otherwise ordered by the Department, the Company will defer, and record as a
regulatory asset or liability, the difference between the level of the pension and

PBOP expenses that are included in rates and the amounts that must be booked in
accordance with FAS 87 and FAS 106; and

(b) until otherwise ordered by the Department, the Company will defer as a regulatory
asset the amount of its current and future Additional Minimum Liability to reflect
the Company’s ability to recover in rates over time its actual pension liability.

‘Thank you for your attention apd consideration of this request.

Sincerely,

R Lt

James J. Judge
Senior Vice President,
Treasurer and Chief Financial Officer

cc: Joseph Rogers, Assistant Attorney General
Paul Afonso, General Counsel

Kevin Brannelly, Director, Division of Rates and Revenue Requirements

The AML represents the amount by which the Company’s pension plan obligations exceed the value of the
agsets in the trust fund at the end of each calendar year.

igooe



: . D.T.E. 03-47
KEEGAN, WERLIN & PABIAN, LLP Att. AG-1-20(3)

ATTORNEYS AT LAW
21 CUSTOM HOUSE STREET :
BOSTON, MASSACHUSETTS 02110-3525 TELECOPIERS:

G617)951- 1354
©617)951-1400 (617)951- 0586

December 9, 2002

Mary L. Cottrell, Secretary

Department of Telecommunications and Energy
One South Station

Boston, Massachusetts 02110

Re: NSTAR Electric Company/NSTAR Gas Company, D.T.E. 02-78

Dear Secretary Cottrell:

On November 27, 2002, Boston Edison Company, Cambridge Electric Light
Company and Commonwealth Electric Company and NSTAR Gas Company
(collectively, “NSTAR”) filed with the Department of Telecommunications and Energy
(the “Department”) a request for an accounting ruling relating to pension and post-
retirement benefits other than pensions.- The Department docketed the request as
D.T.E. 02-78 and solicited written comments to be filed no later than the close of
business today.

Since that time, NSTAR and the Attorney General have been engaged in
discussions with respect to the request, which could affect the comments, if any, that the
Attorney General would offer. In order to conclude those discussions, NSTAR and the
Attorney General hereby jointly request that the deadline for comments be extended by
two days, until close of business on Wednesday, December 11, 2002.

Thank you for your attention to this matter.
| Sincerely,

a

Robert N. Werlin

cc:  Caroline O’Brien, Hearing Officer (seven copies)
Paul Afonso, General Counsel
Joseph Rogers, Assistant Attorney General
Alex Cochis, Assistant Attorney General



D.T.E. 03-47
KEEGAN, WERLIN & PABIAN, LLP Att, AG-1-20(4)

ATTORNEYS AT LAW

o,
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BOSTON, MASSACHUSETTS 02110-3525 TELECOPIERS:
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December 11, 2002

Mary L. Cottrell, Secretary '
Department of Telecommunications and Energy
One South Station

Boston, Massachusetts 02110

Re:  NSTAR Flectric Company/NSTAR Gas Company, D.T.E. 02-78
Dear Secretary Cottrell:

On November 27, 2002, Boston Edison Company, Cambridge Electric Light
Company and Commonwealth Electric Company and NSTAR Gas Company
(collectively, “NSTAR”) filed with the Department of Telecommunications and Energy
(the “Department”) a request for an accounting ruling relating to pension and post-
retirement benefits other than pensions. The Department docketed the request as
D.T.E. 02-78 and solicited written comments to be filed no later than the close of
business December 9, 2002.

Since that time, NSTAR and the Attorney General have been engaged in
discussions with respect to the request, which could affect the comments, if any, that the
Attorney General would offer. On December 9, 2002, in order to conclude those
discussions, NSTAR and the Attorney General jointly requested that the deadline for
comments be extended by two days, until close of business on Wednesday, December 11,
2002. Since that time, discussions have continued, but not concluded. Accordingly, the
Attorney General and NSTAR jointly request that the deadline for comments be extended
an additional day, until the close of business on Thursday, December 12, 2002.

Thank you for your attention to this matter.
. Sincerely,
Robert N. Werlin
cc:  Caroline O’Brien, Hearing Officer (seven copies)
Paul Afonso, General Counsel

Joseph Rogers, Assistant Attorney General
Service List
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December 12, 2002

Mary L. Cottrell, Secretary

Department of Telecommunications and Energy
One South Station

Boston, Massachusetts 02110

Re:  NSTAR Electric Company/NSTAR Gas Company, D.T.E. 02-78

Dear Secretary Cottrell:

On November 27, 2002, Boston Edison Company, Cambridge Electric Light
Company and Commonwealth Electric Company and NSTAR Gas Company
(collectively, “NSTAR”) filed with the Department of Telecommunications and Energy
(the “Department”) a request for an accounting ruling relating to pension and post-
retirement benefits other than pensions. The Department docketed the request as
D.T.E. 02-78 and solicited written comments to be filed no later than the close of
business December 9, 2002.

Since that time, NSTAR and the Attorney General have been engaged in
discussions with respect to the request, which could affect the comments, if any, that the
Attorney General would offer. On December 9, 2002, and December 11, 2002, in order
to conclude those discussions, NSTAR and the Attorney General jointly requested that
the deadline for comments be extended. Since that time, discussions have continued, but
not concluded. Accordingly, the Attorney General and NSTAR jointly request that the
deadline for comments be extended an additional day, until the close of business on
Friday, December 13, 2002.

Thank you for your attention to this matter.
incerely,
¥
Robert N. Werlin
cc:  Caroline O’Brien, Hearing Officer (seven copies)
Paul Afonso, General Counsel

Joseph Rogers, Assistant Attorney General
Service List
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December 17, 2002

Mary L. Cottrell, Secretary _
Department of Telecommunications and Energy
One South Station

Boston, Massachusetts 02110

Re: NSTAR Electric Company/NSTAR Gas Company, D.T.E. 02-78, Response of
NSTAR to Comments of the Attorney General

Dear Secretary Cottrell:

On December 13, 2002, the Attorney General filed comments with the
Department of Telecommunications and Energy (the “Department”) concerning the
November 27, 2002 request filed by Boston Edison Company, Cambridge Electric Light
Company and Commonwealth Electric Company and NSTAR Gas Company
(collectively “NSTAR” or the “Company”) for an accounting ruling relating to pension
and post-retirement benefits other than pensions (“PBOP”). NSTAR hereby files a
response to the Attorney General.

In his comments, the Attorney General requests that the Department either deny
the Company’s request or allow for discovery and an evidentiary hearing to “fully
examine the issues” prior to ruling on the request (Attorney General Comments at 1, 4).
The Attorney General’s recommendations are based solely on the claim that, under
Department precedent, there is a ‘“clear standard” that applies to the Company’s
requested accounting treatment and that, under this standard, the Company has “not
demonstrated a prima facie case entitling it to a deferral” (id. at 2). As discussed below,
the Attorney General’s claim is flawed in that it misconstrues the nature and effect of the
Company’s request and rests on a misapplication of Department precedent.

As an initial matter, however, the Company would like to address the Attorney
General’s assertion that, although the denial of the Company’s request could lead to
detrimental financial consequences that may harm customers, the Department should
deny the request or delay a ruling on the request because the Company has not shown
that detrimental financial consequences “will in fact result” from a denial of the request
(id. at 4)." The Attomney General’s standard would effectively place customers at a

In this case, a delay by the Department in ruling on the request to allow for discovery and an
evidentiary hearing is tantamount to a denial since the accounting entries must be made as of
December 31, 2002.
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significant risk of incurring increased costs of capital in the future, without any potential
benefits or protections to offset that risk. It is widely recognized by credit rating
agencies that a reduction in book equity will result in a higher debt-to-capital ratio,
~ which, in turn, has negative implications on a company’s ratings, and ultimately, the cost
of borrowings. Attached is a September 12, 2002 article by FitchRatings, which
discusses the impact of pension accounting on a company’s financial health. Consistent
with the statements made therein, a $200-$300 million charge against equity will
significantly weaken the Company’s balance sheet and reduce common equity by
approximately 20 percent. The Attorney General does not dispute this fact, but rather
claims that this type of significant reduction will not result in detrimental financial
consequences for the Company. The Attorney General’s assertion has no basis in fact
and misrepresents the historical impact of this type of change in a company’s capital
. ratios.

The Company routinely confers with the rating agencies and possesses the
experience and expertise to know that, in the absence of the accounting ruling, the
Company’s bond rating will be immediately called into question. As the Depariment is
aware, the Company recently received approval and intends to issue long-term debt of up
to $150 million for Commonwealth Electric Company. See, Commonwealth Electric
Company, D.T.E. 02-51 (2002). The issuance of debt securities in the face of an
impaired debt-to-equity ratio, will inevitably result in the debt being issued at a higher
cost than without the equity charge. Moreover, the Company routinely relies on
significant short-term debt instruments to fund day-to-day operations. These transactions
will also be more costly as a result of the changed equity status of the Company.
Therefore, denial of the accounting ruling has the potential to dramatically increase the
Company’s cost of capital and to increase the cost of service borne by customers. Thus,
the Attorney General’s argument that denial of the accounting ruling will have no
negative impact on the Company or its customers is unfounded and erroneous and should
be rejected by the Department.

In fact, because no change in rates would be instituted upon the Department’s
approval of the Company’s request, customers can only be harmed by the denial or delay
in the approval of the request. The Department’s approval of the accounting treatment
requested by the Company would preclude the unavoidable year-end accounting
adjustments required of the Company, and therefore, eliminate entirely the potential for
any detrimental financial consequences that would result in harm to customers. At the
same time, as acknowledged in the Company’s request, the Department’s approval would
leave open the underlying issues relating to the specific ratemaking methodology that
would be used to recover pension and PBOP-related costs in the future. Therefore, as
stated above, a decision by the Department to grant the accounting treatment would
protect customers from the detrimental effects of the year-end accounting requirements,
while preserving the Attorney General’s ability to participate on behalf of customers ina
future proceeding to establish the specifics of the cost-recovery mechanism before any
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change in rates is implemented.” Because customers have significant exposure if the
request is denied or delayed, the Department should reject the Attorney General’s request
to deny or delay the request on the basis that the financial impact of a charge to equity of
this magnitude cannot be precisely quantified.

In addition to understating the seriousness of the detrimental financial
consequences that would result from a write-off, the Attorney General has applied a
standard of review that is inapplicable to the Company’s request. As discussed in detail
below, the issues driving the Company’s request are a function of unprecedented
economic circumstances coupled with the constraints of the financial accounting and
ratemaking processes, which have not previously been considered by the Department. As
a result, the Attorney General’s attempt to-assert that any and all requests for accounting
treatment coming before the Department are subject to the existing Department
precedent, is misguided and should be rejected by the Department.

1. The Attorney General’s Comments Misconstrue the Company’s Request and
Misapply Department Precedent.

The Attorney General’s recommendation that the Company’s request should be
denied or delayed is predicated on the erroneous assumption that an accounting deferral
that temporarily creates a regulatory asset must be limited to circumstances in which a
company has incurred an extraordinary cost that would trigger a rate case in the absence
of the Department’s approval of the deferral.

However, it should first be noted that the Department issues accounting rulings
pursuant to its general supervisory and ratemaking authority under G.L. c. 164, §§ 76 and
94. The issuance of an accounting ruling is not prescribed or constrained by statute or
regulation either in relation to the process that is required to evaluate a request for an
accounting ruling or the standard of review to be applied by the Department in evaluating
such requests. To be sure, the majority of requests for accounting deferrals have
involved the deferral of extraordinary expenses in a cost category included in base rates.’
In the case cited by the Attorney General, North Attleboro Gas Company, D.P.U. 93-229
(1994), the Department explicitly stated that it was clarifying its standard for the review

Such a proceeding would necessarily involve discovery and evidentiary hearings as requested by
the Attorney General.

The genesis of many requests for accounting deferrals was the Department’s order in
Commonwealth Electric Company, D.P.U. 88-135/151, at 21-30 (1989) in which the Department
denied recovery of pre-test year extraordinary storm expenses. Thereafter, it was clear that,
absent an accounting ruling, if a company incurred a large expense for a cost category included in
base rates, the expense could be recovered only if the year in which the expense was incurred was
a test year. The Commonwealth case did not affect the deferral and recovery of cost categories
subject to reconciliation mechanisms, e.g., fuel charge, cost of gas adjustment clauses, transition
costs, environmental remediation costs.
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of requested deferral accounting treatment for “extraordinary pretest year expenses.”
D.P.U. 93-229, at 7 (emphasis added). Thus, the Department’s statements in D.P.U. 93-
229 do not address the circumstances where a company may be seeking an accounting
treatment for something other than the recovery of an extraordinary pre-test year
expense. Significantly, NSTAR’s request for a deferral is not based on the existence of
an extraordinary pre-test year expense, and therefore, the Attorney General’s arguments
(and cited precedent) do not apply.

In this case, the driving factor underlying the Company’s request for an
accounting treatment is the existence of an unfunded liability in the pension trust
combined with the existence of a sizeable prepaid asset account balance, which has
resulted from the Company’s longstanding practice of making cash contributions to the
fund in excess of the annual expense booked in accordance with FAS 87 and FAS 106.
Specifically, the Company estimates that, by December 31, 2002, the assets in the
NSTAR trust funds will be reduced to approximately $650 million and liabilities will be
equal to approximately $825 million as a result of equity-market declines and changes in
interest/discount rates, representing an unfunded liability of approximately $175 million.

As noted in the Company’s request for an accounting ruling, this shortfall creates
accounting issues for the Company that will have a significant negative impact on the
financial health of NSTAR and the cost of capital used to fund utility operations on
behalf of the Company’s gas and electric customers. Specifically, FAS 87 requires that
tax-deductible pension contributions in excess of the annual expense derived under FAS
87, are to be recorded as a asset (i.., prepaid pension expense) on the Company’s books.
As of December 31, 2002, NSTAR will have a prepaid pension balance of approximately
$252 million resulting from the significant tax-deductible contributions made over the
past several years in excess of the expense recorded on the Company’s books under FAS
87. These contributions were made in accordance with the policy directives of the
Department.

, Under FAS 87, this prepaid asset must be written off the Company’s books as of
December 31, 2002 because a portion of the Company’s pension obligation is now
unfunded. Since the amount of the Company’s pension obligation will exceed the value
of the fund assets as of December 31, 2002, the Company must also recognize an
«Additional Minimum Liability” equal to the difference between the pension obligation
and the value of the fund assets. The “Additional Minimum Liability” must be added to
the balance of the prepaid asset account and the sum total would be recorded on the
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Company’s books as a charge to common equity.* This charge to common equity will
have the direct effect of reducing the Company’s common equity on the balance sheet by
$260 million (net of taxes), which represents a 20 percent reduction in the common
equity of the Company.

In this case, the Company is asking the Department to allow the Company to
defer, and record as a regulatory asset the amount of its current and future Additional
Minimum Liability, which represents the “unfunded” pension obligation. The Additional
Minimum Liability does not represent a not a single-year expense that would be included
as a test-year expense in a rate case filing. The balance of the asset account will change
as the asset value of the trust fund is affected by market conditions. Accordingly, the
Company’s request here is not the same as those deferral cases, like North Attleboro, that
were designed to address the pre-test-year extraordinary expense disallowances that were
raised by the Commonwealth case.

The Attorney General cites to Fitchburg Gas and Electric Light Company, D.T.E.
02-24/-2-25 (2002) in support of the claim that “neither the booked expense amount, nor
the Additional Minimum Liability are recoverable under Department precedent”
(Attorney General Comments at 2), and therefore, do not qualify for deferral treatment.
However, the Attorney General is confusing the issue of the requested accounting
treatment with the issue of the precise mechanism of how pension and PBOP costs are
recovered through rates, which will not be determined as a result of the Department’s
approval of the Company’s requested accounting ruling.

For example, there is no question that, prudently incurred expenditures made by
regulated companies for pensions and PBOPs are recoverable in rates because such costs
are incurred in order to provide service to customers. Under basic cost-of service
ratemaking principles, rates are set to recover a representative level of the costs that are
needed to serve customers. Thus, the challenge for the Department in setting rates to
recover pension and PBOP costs has been in identifying the representative level of costs
to be included in rates.’ As noted in the Fitchburg decision, the Department has generally
set rates to recover an average of annual cash contributions made by a company to its
pension and PBOP trust funds. D.T.E. 02-24/02-25, at 110. Therefore, where a company

4 In effect, these provisions of FAS 87 are designed to recognize that the Company’s investment in

the pension fund has been deteriorated by equity losses in the market. However, were the
Department to allow the Company to defer the prepaid balance as a regulatory asset, as described
below, the Company’s investment would be effectively maintained until such time that additional
cash contributions and market gains would mitigate the discrepancy between the value of assets
held in the trust funds and the pension obligations.

This will be especially true given the current circumstances because the disparities between the
FAS 87 and FAS 106 requirements for determining annual pension and PBOP expenses and the
tax rules associated with the deductibility of cash contributions will be exaggerated over the next
few years in light of the significant swings in the fund value that have occurred and may continue
to.occur as economic conditions fluctuate.
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is able to demonstrate that it makes annual contributions to its pension and PBOP funds,
the Department has typically included the average of the annual contributions in rates.
Boston Gas Company, D.P.U. 93-60, at 234-235 (1993). At the same time, however, the
Department has expressly refrained from establishing a set policy on the calculation of
pension costs for ratemaking purposes and has consistently maintained that the intricacies
of the issue warrant an investigation on a case-by-case basis. Boston Gas Company,
D.P.U. 96-50, at 81 (Phase I) (1996), citing, D.P.U. 95-118, at 111; D.P.U. 95-40, at 44;
D.P.U. 92-78, at 46. Therefore, the Department’s historical practice of including cash
contributions in rates does not mean that cash contributions are recoverable and booked
expenses or the Additional Minimum Liability are not. It means only that the
Department has, in the past, selected cash contributions rather than booked expenses as
representative of the Company’s annual pension cost in setting rates.

In any event, the accounting ruling that the Company seeks here would not
predetermine the characteristics of the mechanism used to determine the amount of
pension and PBOP costs that would be included in rates. The accounting ruling is
intended only to avoid the adverse consequences that will otherwise result from a series
of unprecedented market conditions that have created a temporary accounting deficiency
in its pension fund, despite the aggressive funding policies of the Company. The creation
of a regulatory asset as requested, will not limit the Department’s right to review (nor the
Attorney General’s right to challenge) the prudence or reasonableness of expenditures or
the precise way in which prudently incurred pension and PBOP costs are recovered from
customers.® This is entirely consistent with the Department’s long-held approach to the
calculation of pension costs for ratemaking purposes, which allows for an investigation
of the appropriate level of costs to be included in rates on a case-by-case basis in the
context of a base-rate proceeding.” Moreover, the Company is not seeking any change in
rates through this request, and any future rate change can be accomplished only with
Department approval after full review and opportunity for hearing in a rate proceeding.
Therefore, despite the Attorney General’s assertions, the Company’s proposal comports
with Department practice and precedent, and in no way contradicts the Department’s

As the Attorney General points out, “the Company may elect to file a rate case as early as March
of 2003 for effect after the expiration of the four year merger ‘rate freeze’ period” (Attorney
General Comments at 2). Until that time, the rates charged to customers cannot be changed, nor
will a ruling on the request for accounting treatment have the effect of making such a change.
Thus, the Attorney General will have ample opportunity to address his ratemaking issues.

The Company is seeking to defer the difference between the level of pension and PBOP expenses
included in rates and the amounts that must be booked in accordance with FAS 87 and FAS 106,
as well as the amount of the Additional Minimum Liability, because Generally Accepted
Accounting Principles (“GAAP”) require the Company to book pension and PBOP obligations in
a certain manner in order to qualify as a regulatory asset. However, this treatment does not dictate
the structure of the ratemaking mechanism that the Department may adopt in a future proceeding
to provide for the recovery of pension-related costs.



Reply Letter to Mary L. Cottrell

D.T.E. 02-78

December 17, 2002

Page 7 o

findings in the Fitchburg case, or any other rate proceeding conducted by the
Department. ' '

2. The Attorney General’s “Reasons” for Denial Are Without Merit.

The Attorney General lists six reasons for the Department either to deny the
request or to conduct an investigation prior to the issuance of the ruling (Attorney
General Comments at 3-4). Although each of these is generally based on the
mischaracterization of the request and misapplication of precedent as discussed above, in
the interests of completeness and clarity, the Company will briefly address each issue
separately.

“(1) The Company has not established that the “true-up” amount is an
extraordinary operating expense that Department precedent would allow
as proper for deferral, Boston Gas Company, D.P.U. 89-177, pp. 7-8
(1989), or that the costs are recoverable from customers in a subsequent
rate case” (Attorney General Comments at 3). ~

As discussed above, the nature of the Company’s request is not one in which the
Company is seeking to defer extraordinary pre-test year costs, and therefore, the
precedent cited by the Attorney General is not controlling in this case. However, it is
well established that pension and PBOP costs are recoverable from customers in rates.
Given the unique economic circumstances affecting the Company’s pension fund
obligations and liabilities, the Company anticipates that cash contributions, booked
expenses and the prepaid asset account will exhibit an unprecedented level of variability
over the next several years. The Company’s request is intended to preclude the
detrimental financial impacts that would be associated with a significant common equity
charge and to allow an opportunity for the Department to consider the ratemaking
methodology that will be used to identify the appropriate level of costs to be included in
rates. Although the Department’s approval of the requested accounting treatment may
have the collateral effect of delaying or eliminating the filing of one or more rate cases,’
the Company’s request is not predicated on that basis.

“(2)  The Company has not established the level of pension and PBOP expenses
in the Company'’s rates. The relevant rates of the distribution companies
were fixed by settlement or rate cases that are as much as ten years old
[footnote omitted] Several of the NSTAR companies rates were set in
settlements; in the settled rate cases there are no Department findings on

As noted above, because of the Company now faces an unfunded obligation, the Company’s cash
contributions in 2003 and beyond will significantly exceed the expense level currently in
distribution rates. Accordingly, denial of the requested accounting ruling will greatly increase the
possibility that all four companies will need to seek rate relief next year.
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the specific dollar amounts of individual costs, including pension and
PBOPs” (Attorney General Comments at 3).

The Attorney General is correct that determining the precise level of pension and
PBOP expenses that are currently in the Company’s rates is complicated by rate
settlements as well as industry restructuring and generation asset divestiture. However,
the deferral request is based on the accounting deficiencies and expenses that must be
reported under GAAP, and the amount that has been or will be included in rates is a
separate ratemaking issue that will be determined by the Department in a rate proceeding.
The Company is not requesting such a ruling by the Department at this juncture, nor is it
necessary for the Department to make a finding with regard to this issue.

“(3)  The Company has not established that the pension and PBOP expenses
cannot be changed from year to year simply by making minor changes in
actuarial assumptions, thus directly affecting the regulatory asset
balance” (Attorney General Comments at 3).

Again, the Attorney General is raising an issue that is totally irrelevant to the
request. To the extent that the actuarial assumption underlying the calculation of pension
and PBOP expenses are subject to question at all, it would be only in the context of a
ratemaking proceeding where the Department would be considering the appropriate level
of costs to put into rates. In that regard, the Department has recognized that the
calculation of pension and PBOP expenses for accounting purposes is dictated by FAS 87
and FAS 106, respectively. Western Massachusetts Electric, D.P.U. 87-260, at 44
(1988). The Department has further recognized that the adoption of FASB 87 and 106
made pension plan expense calculations less flexible. Id. Therefore, to the extent that
the annual level of pension and PBOP expense is determined by actuarial assumptions
regarding items such as future health care costs, mortality of employees and discount
rates, the Company relies on independent, professional actuaries who prepare a report for
the Company on an annual basis. This analysis is subject to review by the Company’s
outside auditors and, consistent with GAAP is based on various external indices and
accounting conventions. Accordingly, the Attorney General claims in this regard should
be rejected by the Department.

“(4)  The Company has not established that any of the individual distribution
companies will experience severe detrimental financial effects without the
proposed deferral. In fact, NSTAR reported to the financial community an
estimated $200 — $300 million impact of this accounting at end of the
third quarter, yet the Company’s bond rating has not changed, and the
evidence does not show that the Company is having difficulty attracting
capital. This transaction is not a cash outlay, rather it is an accounting
accrual apparently recorded by the holding company” (Attorney General
Comments at 3-4).
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In its most recent Form 10-Q filed with the Securities and Exchange Commission
on November 27, 2002, NSTAR made the following statements in relation to the
potential equity write-off:

Assuming there is no significant change in interest rates or equity
market performance for the remainder of the year, NSTAR
anticipates that the after-tax charge to OCI will be approximately
$200 million to $300 million

Kk

NSTAR anticipates filing a request with the [Department] seeking
an order to mitigate the non-cash charge to OCI and the increases
in expected pension and other postretirement benefit costs and
cash contributions. If approved, this request could potentially
allow NSTAR to record a regulatory asset in lieu of a charge to
OCL _

(Form 10-Q, at 9-10).

The fact that the financial markets have not yet reacted to the Company’s
indications on the pension-fund situation is not surprising, nor does it represent a signal
that financial repercussions will not occur once the write-off is certain. The Company is
under an obligation to disclose that a write-off may take place, but ratings agencies
typically do not take definitive action until the event has actually occurred, especially
where the Company has indicated that a resolution is being pursued through the
regulatory arena. As a result, the fact that the Company’s ratings have not yet been
downgraded is not indicative of the consequences that will take place if the charge to
common equity occurs.

“(5) The Company has not established the actual amount of the deferral and
references stale data. The Company accounted for its pension and PBOPs
trust fund assets for the most recently reported quarter, September 30,
2002. Since that time the stock market has risen 18 percent. The Company
has failed to indicate what the expected deferral amount will be by
December 31, 2002” (Attorney General Comments at 4).

First, it should be noted that the Company’s request would apply to the balance of
the prepaid account as of December 31, 2002, as calculated using the most recent data
available to the Company. Moreover, although the precise, final amount of the deferral
cannot be known until after December 31, 2002, the change in the stock market is only
one factor in the equation and, in fact, the recent rise in the stock market has had only a
small impact on the overall position of the pension fund. Extremely low interest rates
have also increased the Company’s pension liabilities and these rates remain relatively
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unchanged. Taking account of the asset position as of the closing of the stock market on
December 13, 2002, the charge against equity on December 31, 2002 is currently
projected to be $253 million.

“(6) The Company indicated that this accounting problem is for the year 2002
and the situation will reverse in 2003. The Company, however, has not
indicated what the Department should do if the situation reverses itself in
2003 (Attorney General Comments at 4).

The Attorney General has misstated the Company’s position with respect to the
“reversal” of the accounting entries that, absent a favorable Department ruling, will occur
as of December 31, 2002. Certainly, the economic conditions over the past several years
that have precipitated the accounting deficiency are unprecedented and there is every
expectation that, over time, more favorable market conditions will improve the
performance of the pension and PBOP trust funds. The long-term funding of pensions
and PBOPs that will eventually be collected from customers will fully benefit from
improved market performance, but there is nothing that will reverse the immediate harm
to the Company and its customers, absent Department approval of the accounting ruling.
Moreover, it is the Company’s intent to establish a mechanism that ensures that
~customers get the benefit of any reduction in costs associated with improved market
performance in the future.

o Conclusion

For the reasons described above, the Attorney General’s objections to NSTAR’s
request have no basis in fact or law. The request is narrowly framed to solve the
immediate and potentially devastating financial accounting problem that has resulted
from the convergence of a series of market events that are totally outside of the control of
NSTAR. Approval of the request results in no adverse impacts to NSTAR customers, but
avoids the serious negative effect of accounting conventions. Accordingly, the
Department should dismiss the Attorney General’s comments and approve the requested
accounting ruling.
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Thank you for your attention to this matter.
Sincerely,
Robert J. Kee
cc:  Caroline O’Brien, Hearing Officer (seven copies)
' Paul G. Afonso, General Counsel
Joseph Rogers, Assistant Attorney General
Service List

Enclosure
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'Ihisutatedasomcwhatsclf-ﬁ!lﬁllingnpward cycle.

(IBM) generated more than 10% of pretax camings from their pension
plans.Withsurphxswdryingupandmarketretmnsdown,many
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companies will face an income shortfall that could
alter their operating profile. These companies also
face potential charges to comprehensive income
(shareholder equity) resulting from their switch from
a fully funded status to an underfunded status,

GE and IBM, however, are the hucky ones. Industries
such as the automotive original equipment
manufacturers (OEMs) and the airlines have much
more at stake. Domestic OEMs, especially General
Motors (GM), which has the largest retiree/employee
base, face an additional business constraint that
somewhat limits their operational flexibility and
reduces their competitiveness when compared to
foreign competition.

The ‘airlines face an even more challenging
environment as their underfunded pensions are
hamperednotonlybynegativeassetrennns,bmdso
by the rapid acceleration of compensation increases.
This pension sitation could either magnify an
already bad situation (i, United Aidines Inc.
{UAL)) or significantly limit the financial/operational
flexibility of somewhat stronger carriers.

An informative example of the second case is
Continental Airlines Inc, (Conﬁnental),whorecently
eonmbutedSISOmilliontoitspensionﬁmd.This
_cashconm'buﬁonred\mthcamountofcash
available to the operating business. Additional
contributions will further constrain Continental’s
operational flexibility. This highlights how pensions
can directly affect the overall credit profile of
an issuer.

pension positions are a long-term
consideration. Pension contributions do have an
immediate effect on liquidity, but even substantially
underfunded positions genenally have years before
the accounting gap and the funding gap converge.
Managing to an underfunded position (typically to
Employee Reti t Income Security Act of 1974
[ERISA] minimums or the avoidance of PBGC
{Pension Benefit Guarantee Corporation] variable-
rate premiums) can be part of a valid, healthy pension
strategy.

The combination of underfunded positions and low -

Or negative) returns represent a claim on

ows g capi may o

and its effect on corporate redit profiles, is likely to
gﬁwombcfmitg&beﬂa.lnmem,d_rs’
effect may be more i iately felt through,
-2djustments to sharcholder cquity, which, in some
ins| could be multibillion dollar hits or result in
o to cap covénant ts  un
agreements orbondm' tures.

N The U.S. Pension Framework

The Early Years of the Defined Benefit Pian
Pﬁvatcpensionshavetbdroﬁginsintherailindusny
ofthclS‘IOs.’lhem'lroadpensionsystemtlroscmn
of concern about the continued employment of the
industry’s aging workforce, Initially, these older
workuswmpwedinlssphysiuﬂy i
jobs such as night watchmen. As the rail
(alongwithitswkfowe)mauned,itbem
diﬂiculttocmtetlmelmdanandingjobsforiu
olderwoxkﬁ;me.'l‘hem’lroadsnnmdtopmﬁon-like
plaus to allow them to retire their workforce while
maintaining relative Iabor peace. .

Byﬂzennnofdxeoenmxy,Yale,Hatvard,Comell

- and the University of California had established

pensionphnsforretiredfacultymembers.'l‘hwe
pensionplans,alongwithonefoundedbyAndrcw
Camegie(whichisthep!edemorofdxe'l‘mhm
'InsmaneeandAnnuityAssociationor'l'lAA),wonld
start the spread of pensions that would lead to their
forther adoption by the banking and insurance
industries in the second decade of the 20% century,

The Modemn Ponslon
'l’wofactonulﬁmatelydmvethcmomwidwptud
adoption of corporate pensions. The first was the
long-standingteqnirmenttotakeolderwokam
of the workforce. This was especially true after
World War II, when industry had mobilized both
women and older workers to meet production
demnds.Withoutapensionsystem,employersmd
potentiallabo:mrwtduetotheirinabilitytoﬁglﬂ-
size their post-war workforce, Pensions provided
employers with an opportunity to stabilize their
workforce by removing older workers while
maintaining labor peace. This stabilization effort has
been especially important in heavily unionized
segments of the U.S. workforce, as unions have
shown significant ability to disrupt company
operations.

'lheseeondfactorwastheado;;ﬁonofdxefedenl
income tax in 1913. Under the original tax code,
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reasonable employer pension payments to retirees or
contributions to trust funds were tax-deductible
expenses for plan sponsors. Additional changes in the
1921 and 1926 Revenue Acts further perpetuated this
favorable tax treatment, which, with only minor
changes, continues to this day. -

Factors Leading to the Adoption of ERISA

Sevemlfactors,manyofwhichhadbeendeveloping
for years, dmveCongmsstopmmorestﬁngmt
pension regulations in place. The first of these issues
revolved around the handling of pension assets. One
of the more infamous examples of the mishandling of
pension assets is Jimmy Hoffa’s abuse of the
Teamsters Central States Pension Fund (CSPF) in the
19603.Hoﬁ'ausedtheﬁmdtopmvideloansto
ﬁiendsandreeeivedkickbacksintheformof
brokaingfees.Byﬂwmid—l%Osmanyofthm

AnotherfactorintheformulaﬁonofERISA

concunaboutthceﬁ‘eetofbanhupgcyoneompaniu
tlmhadpensionplans.vplmﬁlﬂiemﬁonof
BRISA,eompanieshadwidclatimdeinﬁmdingtheir
pensions. Not surprisingly, companies that were
forced to latebankmptcyoftenhadundetﬁmded
pensions. Employees who had staked  their
reﬁremtsonthoseemployerswmoﬁcn left with
littleornod:inginremmfortheiryearsofhardwotk.

A relevant example of the bankruptcy concerns was
the collapse of automaker Studcbaker. Declaring
in 1964, Studebaker did not have
adequate funds to cover accrued benefits. Retirces
and those eligible to retire were provided annnities by
the ion fond. Bmployees not eligible for
-reﬁwmmt(ﬂxeyavmged 52 years of age and 23
years of service) received an annuity worth 15% of
their vested benefits,

ERISAwasd:eabilityofcompanieetoalterd:eir
pensionbeneﬁtsatwill.&nploymoﬂcnhad
contract language that allowed them to modify
pensiontetmatwill.l-‘eelingthatdxepensionwasan
implied contract, the federal govemment sought
underERISAtocodifythiseontract.lnrcmm for
their loyal service, employees were to be provided
stability in their retirement.

e

ERISA T

ERISA was put in place to provide additional
safeguards for employees covered by privately
defined benefit plans and was designed to prevent
someoftheabusucitedabove.PasedbyCongms
andsignedintolawinw’lt%,ERlSAhasfonrﬁtlw:

ERISA’s framework

Title I of ERISA deals with employee benefit rights,
Itaddmcsesisuwsuchasparﬁcipaﬁonandvsﬁng
standards, plan funding, reporting and disclosure by
plansponsjo:s,andtheﬁduciarydnﬁaofrelated_
partics. Two principal players share responsibility for
enforcement of Title L. The Department of Labor is
responsible for matters penaining. to reporting,

The Department of Treasury is responsible for
the enforcement of participation, vesting and
funding standards.

* Title I of ERISA deals principally with tax matters

andcodiﬁectheinvolvemcntofthclntumlkcvenue
Servioe(RS)asitrclawctoERISAmattm.lnt.his

‘regard, Title H also specifies minimum

standards and provides for excise taxes (10%) on
corpomtionsfailingtoﬁmdtheirplansinwoordmee
withERlSA.Fmally,Tnﬁeﬂalsoh’bmlizedself-
employed pension plans (Keogh), created individual
retirement accounts (IRAs), and modified other tax
provisions related to retirement savings.

Title IIT of ERISA directed the creation of a Joint
BoardfortheEnrollmentofAcnmies.This
organization provides for periodic assessments of
pensionobligatimnandassetsasmqniredlmdalaw.
Membermm«,wbohavebeenoetﬁﬁedac?ording

Title IV created the Pension Benefit Guaranty
Comporation (PBGC), which serves as a pension
benefit insurance provider. Set up within the
Depuunentofhbor,itmtopmtectpqnsims
by,ﬁxst,acﬁvelymonitoring company compliance
withappmpriatepensionlegislaﬁonmd,seeond,by
gnmanteeingﬂxebasicbeneﬁts,uptoalimit,matm
providedunderplansthatarcterminatedbyﬂxeﬁ-
sponsors.
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The PBGC

ThePBGCwascrwtedbyERISAtopmtectthe
retirement income of private-sector employees
covered by ERISA. It currently protects 44 million
American workers in more than 35,000 defined
benefit pension plans,

The PBGC currently pays monthly retirement
beneﬁts,uptoaguaranteedmaximum,tonem'ly
269,000 retirees in 2,975 pension plans that ended,
Inchxdingthosewhohavcnotyetreﬁred,thePBGC

ismonsibleforthccumtandﬁnmrepensionsof
about 624,000 people.

Themaximnmpensionbeneﬁtgumnteedbythe
PBGCissetbylawandadjustedyeaﬂy.Forphns
endedin2002,worketswhoretireatage650tolder
can receive up to $3,579.55 a month ($42,954.60 a
year).’meguannteeislowaforﬂwsewhomﬁre
eaﬂj'orwhmthcreisabcncﬁtforasnrvivor.

GenualtaxrevcnuwdonotﬁmdthePBGC.'l'be
PBGC collects insurance premiums from employers
ﬂmsponsorinsuredpensionplans,eémsmoncyﬁom
investments and receives funds from pension plans it
takes over.

Congress sets PBGC premiums. The basic flat-rate
ptemiumiscunentlyswpetpmﬁcipantperyear.
Bcginninginl987,mderﬁmdedplansbegantopay
an additional variable-rate charge based on the level
ofnnﬁmdedvestedbeneﬁts.'memeismmendyset
at 39 per $1,000 of unfunded vested benefits.
Maxinnnntom!pmmi\mwasoriginally'setatsso
perparﬁcipantperyear,butasofdxccndofl”?dﬁs
cap has been eliminated,

The Pension and Welfare Benefits
Administration (PWBA)
ThePWBAistbeagmcywithintthepamnentof
Labor that administers and enforces the provisions of
Title I of the ERISA. In its efforts to enforce ERISA,
the PWBA shares responsibility with the Department
of the Treasury (Title I enforcement), the IRS (Title
II enforcement) and the PBGC (Tide IV
enforcement).

In canrying out its enforcement responsibilities, the
PWBA Pension conducts a wide range of activities,
incloding civil and criminal investigations, to
determine whether the provisions of ERISA and of
the sections of Title 18, as they relate to employee
benefit plans, have been violated. The PWBA field

offices also provide assistanoe to plan participants
and beneficiaries regarding their plan benefits.

Pension Accounting
While ERISA dictates how pension plans operate,
pension accounting dictates how that operation is

translated into a company’s reported financial
statements.

Accounting Mechanics .
Pension accounting in the United States is principally
governed by Statements of Financial Accounting
Standards (SFAS) 87 and 88. These
determined by the Financial Accounting Standards
Board (FASB), form the basis of U.S. pension
GAAP. SFAS87is,byfar,themoreimpomntofﬂze

SFAS 87

In order to understand pension accounting, it is
necessary to understand the FASB’s rationale in
adopﬁngSFASW.Thefollowingpmgmpln,taken

from the SFAS 87, provide the framework on which
SFAS 87 is based:

recognition of certain ev reporting nef cost, and
qﬂ‘mtbzgliabiliﬁesandassets.’moseﬂmefeam
of practice have shaped financial reporting for
pensionsformanyyws,aldlwghtheyhnvebeen
neitherexplicitlyaddressednorwidelyunderstood,
andtbcyconﬂictinsomerespectswithaccmmﬁng
principles applied elsewhere.

“’l‘hedelayedreoognitionfeahnemeansthatchangs

- in the pension obligation (including those resulting

ﬁomp!anamndments)andchangesinthevameof
assets set aside to meet those obligations are not

pcﬁods.Allchangwmulﬁma&elytecognindexeept
totl:eextenttheymaybeo&etby

changes, but at any point changes that have been
identified and quantified await subscquent accounting
recognition as net cost components and as Labilities
or assets.

“The net cost feature means that the recognized
consequences of events and transactions affecting a
pension plan are reported as a single net amount on
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the employer’s financial statements. That approach
. aggregates at least three items that might be reported
sepanately for any other part of an employer’s
operations: the compensation cost of benefits
promised, interest cost resulting from  deferred
Ppayment of those benefits, and the results of investing
Wwhat are often significant amounts of assets.

“The offsetting feature means that recognized values
of assets contributed to a plan and fiabilities for
pemionsrecognizedasnetpensioncoaofpast
periods are shown net in the employer’s statement of
financial position. This is despite the fact that the
liabilityhasnotbeense,ttled,theassetsmaybestill
largely controlled, and substantial risks and rewards
associated with both ofthoseamountsmclearly
bome by the employer.

“Wiminﬂioseﬁxreefeannesofpmctioethatm

retained by this Statement, the Financial Accounting

StandardsBom‘d(FASB)hassoughtto achieve more

nsefulﬁnancialreporﬁngtbmughthme changes:

* SFAS 87 requires a standardized method for
measuring net periodic peasion cost,

. SFASS?requirwimmediaterecogniﬁonofa
liability (the minimum liability) when the
accumulated benefit obligation exceeds the fair
value of plan assets,

. SFASS?requimsexpandeddisclomintended.

to provide more complete and more current
information than can be practically i
in financial statements at the present time,”

Pension Expense (the Income Statement)
Under SFAS 87, the reported pension cost reflects the
utilintionofastandudacmaﬁalcostmﬂhod.]'his
net cost is the accumulation of several factors,
including:

Service cost

Interest cost

Amortization of transition asscts/liabilities
Amortization of gains and losses

Amortization of prior service costs

Expected return on assets
Oftbsefactors,thcﬁrsttwo(serviceandintcm

costs)mmognizedinthcycarinwhichﬁzeyoccm
and are hence unsmoothed.

The next three factors are, however, smoothed by
amortizing them over a period of time (typically over
the average service life of employees). An example
of an item in these three smoothed categories would

betheamorﬁuﬁonofthdéostofanamcndmentof
tbeexistingpénsionplanforﬂiegrantingof
additional pension benefits. In the case of GM, it
routinely amends its pension plan to provide cost-of-

living adjustments to its workforce,

The final factor, expected plan returns, is smoothed
by utilizing both an assumed rate of return (versus the
actual rateofreunn)andbyamorﬁzingthcmuhant
gains/losses (expected retums less actual returns)
over the average employee remaining service life.
Beyond these well-recognized forms of pension asset
return smoothing, there exists an additional form of
smoothing. Known as market-related value (MRVA),
this accounting option provides companies the option
to recognize changes in asset values over a period of
not more than five years. One common method of
accomplishing this is the five-year-average-market-
value method.

Allofthmfoxmséfsmoothing(whichmﬂeetthe
principal of delayedrecognition)tedwethevolatility
ofpensionexpense,bntmludmasinnﬁonwhm
pensioncxpensedosnotmﬂectthemeeonomic
situation. For example, for fiscal year 2001, GE
reported pension income of $2.1 billion that included
anassmnedpositiveretmnonasetsofu.3bimon,
despite the fact that actual peasion plan performance
was 2 loss of $2.9 billion.

One of the more interesting phenomena resulting
from SFAS 87 surrounds pension income. Under

SFAS 87, it is possible for companies 0 generate

. Income via excess pemsion returns. When the

expected return on plan assets exceeds the sum of all
otherﬁvefactors,thenthecompanybookspension
income to the income statement. .

Beneolit ObligationsiPlan Assets (the

Balance Sheet)

UnderSFASSLcompaniuarenquimdtorepon

several important metrics designed to reflect plan

status. These balance-sheet type metrics inchude:
Projected Benefit Obligation {(PBO)

*  Accumulated Benefit Obligation (ABO)

®  Fair Market Value of Plan Assets FMV)

Companies are also required to reconcile these items
with their balance-sheet accruals. These balance-
sheet accruals reflect the difference between reported
pension cost and contributions. Common differences
include the unrecognized (or unamortized) pieces of
pension expense that are smoothed under SFAS 87

Pensions in a Post-Bubble Economy



FitchRatings

Corporate Finance

(such as the difference between expected retumns and
actual returns).

If the ABO exceeds the sum of the balance-sheet
accruals and the FMV, then companies are required
to recognize an additional liability so the balance
sheet reflects (on a net basis) the minimum pension
lisbility. This minimum liability is intended to
capture a portion of the pension funding deficiency as
a chim on the firm’s asscts. Under SFAS 87, the
effects of recording the additional liability are limited
to the balance sheet. The additional liability set up is
offset by recording an intangibleasetandpossiblya
charge against Other Comprehensive Income (ocn.
Mosteompaniaon!yshowthischargeinthe
separate OCI reconciliation, with the effect following
thmughtothebalaneesheetas-apanofatotal
companies, such as GM and
Delphi Corporation (Delphi), show the effect in both
OCI(similartonwstcompaniw)andonthcbalanoe
met(byspeciﬁcallyexcludingitﬁomtheoa
calculation and giving the Liability its own line on the
balance shees).

These pension metrics are designed to provide
stakeholders with a view of what the obligations are
and whether or not company has sufficient assets (the
FMYV) to cover those liabilities.

The Missing Link (the Statement of Cash
Flow)

SFAS 87 does not require significant disclosure
surrounding the cash funding of corporate pension
phns.Companiesaremquiredtostatehowmuch
they contributed, but are not required to provide any
information that would assist investors in
understanding the basis for those contributions, This
ismewillbeaddmcsedlatcrinthisreport.

Issues in Pension Accounting
Overthelastsevemlyaxs,thcfollowingpension
accounting issucs have come to the forefront:
®  The effects of a plan moving from overfunded to
status
Company selection of a rate of expected retum
The effect of recognition of market gains/losses
on pension expense
*  The determination of the discount rate

The Effects of Switching from an
Overfunded Status to an Underfunded
Status

One of the most interesting issues in pension
accounting revolves around changes in a plan’s
funded status. This phenomenon has potentially
dramatic balance sheet consequences.

An overfunded pension is likely to have a positive
effect on the balance sheet and income statement
(and therefore shareholder equity) due 10 the retum
onplanassetsexceedingthesavioecost,intcrm
cost, amortization of gains/losses and prior service
cost. For example, in 1999 GE showed a net prepaid
pension asset of $9.4 billion. By the end of 2001 this
mnnber,despiwtwoymofpoorplanrehnns,had
cscalated to $12.4 billion. GE accomplished this
despiteseeingadetuiomﬁoninitsﬁmdedstamsof
more than $10 billion (from $24.7 billion overfunded
in 1999 to $14.6 billion overfunded in 2001). This
wnsdueinpatttomt’muﬁonofGB’snnrecogniud .
net gain from prior favorable experience. GE's
unrecognized net gains decreased from $16.9 billion
1999 to $3.5 billion in 2001, primarily due to asset
losses.

Should GE’s plan retums continue to be poor, the
lmrecognizednetgainwillbeeomeanumeoognized

- net loss and the plan could move to underfunded

status. Ifthiswmtooew,theprepaidassetwmﬂd
eventually disappear and GE’s balance sheet would
.reﬂeotanaccmedliability.

Aneasﬂymde:stood'mmpleof&epotmﬁaleﬁ‘ect
ofthisscenarioisDelphi.lnzool,Delphitooka
S830nﬁl!ioncbarge(netoftaxes)against00133a
result of continuing deterioration in the pension plan.

Expected Rates of Return

The next issue revolves around the selection of an
expected rate of return on plan assets, Much has been
made of this topic recently, with people like Warren
Buffett commenting that companies are using overly
ambitious levels of expected return,

Currently, companies have wide latitude in selecting
their expected rate of return. Typical estimates for the
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rate of return range from 8%-10.5% with the average
falling somewhere between 9.5%-1 0%.

Many investors have called these assumptions into
qtmﬁonoverthelasttwoyeaxs,asstockmarket
retums bave been significantly lower than the

8%-10.5% range. It is important to remember,

however, that this estimated return reflects the long-
term returns of the diversified pension fund. Short-
term swings in the New York Stock Exchange
(NYSE) do not necessarily mean that a company
should alter its expected rate of retum. This is
especially true given that pension funds benefit from
diversification via ownership of equities (companies
are prohibited by ERISA from having more than 10%
of the pension fund’s FMV in that company’s
respective stock or assets), fixed-income securities,
pﬁvateeqlﬁty,tealestateandotberassetchssu.'l‘he
case that the performance of a single index does not
accurately portray the diversified nature of pension
ﬁmdsisbastexempliﬁedbyGM,which,inﬂwﬁrst
half of 2002, had a 3% loss in its pension fund. This
compares with the Wilshire 5000 (pethaps the
broadest benchmark of U.S. equities), which was
down 12.7% during the same period.

ltisrelevanttonoteﬂmtthccuuentmarkddownnm
marks the first instance of multiyear negative U.S,
stockmarketpcrformance(asmcasuredbythemajor
US. indices available throughout the period) since
the passage of ERISA (in 1974). Combined with the
factthatittakesahigherretmntoovereomealm
(for example, if you have a dollar and lose 10% it
willtakeanll.l%mtmntomakeitbacktothe
original dollar), it is clear that many companies face
ﬂlcitﬁrstwalchallengemultingﬁ'omsnstaimd
mbpumarketremrns.Asarwult,Fitchbelicv&cthat
should the markets continue to

(relative to expectations) that most companies will
havetolowertheirexpectedmeofreunn.Onan
accounting basis, this will result in higher pension

expense,whichreﬂectstheeconomicmlitythat.

companies will have to make higher cash
.contributions to offset lower actual pension
fund returns.

The Effect of Recognition of Market
Galns/l.osses on Pension Expense/lncome
SFAS 87 allows companies to smooth the effect of
pension plan asset returns on reported pension
expense. This smoothing takes three forms,

~income in 2001 (

calculatedusingMVRA.Thisallowsoomprto
smoothassetlossaeovuapcriodofuptoﬁveyeam.
This method could, in periods of significant negative
maxketacﬁvity,smooth&eresulﬁnglomovera
longer period. This artificially bolsters the asset base
upon which the expected retumn is calculated.

Thesecondfonnofsmoothingiswbcnﬂ:emﬂting
pensionexpenseiscalwlatedusingtheexpectedrate
of return (which may have been bolstered by use of
MVRA) versus using the actual rate of return. This
decreases pension expense volatility as it removes
market volatility from the pension  expense
calculation.

and actual plan performance are then amortized over
apeﬁodofﬁme(hthiseasemeavmgemaining
service life of the employee). This amortization of
gains/losses is the final form of pension expense
smoothing related to asset returns.

The net effect of these calculations is that companies
mayoonﬁnnetoshowalowlcvelofpensionexpeme

despite significantly negative actual asset returns. For

example, GM showed only $146 million of net
pension expense in 2001 despite the fact that the GM
pension plan retumed $11.9 billion less than
anticipated (reflecting a $4.4 billion loss rather than a
$7.5 billion gain). As these losses amortize, GM can
expect to see significantly higher pension expense. In
fact, GM currently estimates its 2002 pension
expense at $1.1 billion. This increase in pension
expense (due principally to lagging actual retums)
would imply, all else being equal, significantly higher
future cash funding requirements.

In addition to the potential to understate pension
expense, SFAS 87 has created a system under which
pension income can become a substantial contributor
to reported ecamings. Of note, in 2000 pension
income was in excess of 10% of pretax income for 35
companies on the S&P 500.

For example, GE booked $2.1 billion of pension
ing 10.6% of pretax
income). IBM booked $1.3 billion of pension income
in 2001 (representing 12.2% of pretax income). This
is made possible by the fact that both GE and IBM
had overfunded pensions.

Most importantly, as a result of SFAS 87 smoothing,
both companies reported these pension income
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figures despite the fact that their pension funds lost
significant amounts of money in 2001. The difference
between expected returns and actual returns for 2001
was §7.2 billion for GE and $10.2 billion for IBM.
Although both companies will continue to report
significant pension income in the near future,
investors can expect the amount to decline
significantly as the massive losses of 2000 and 2001
begin to outweigh the gains of the late 1990s,

The Determination of the Discount Rate

The discount rate is the most important obligation-
related assumption in SFAS 87 reporting. Companies
minminsigniﬁeantlatimdeinthcirselwﬁonofthis
rate. Historically, companies have utilized a high-
quality bond index (typically AA) to set their
discount rates. Companies further modify this figure

modifications include a reduction in the market
'benchma:kbyacenainpewentage,uﬁlizinganAAA
belnchmarkormcmptingtorcﬁnetbebenchmarkby
matchingﬂ)emannityoftheirchoscnbenchmarkto
that of their pension liabilities.

The effect of the discount rate, and by association the
corporate  modifications to the ‘standard AA

can be significant. A 1% change in this
rale can increase/decrease a company’s pension
‘obligations by billions. For cxample, 2 1% decrease
inGM’samnneddisconntmtewouldaddeilﬁon
to its pension obligations. It should be noted that this

amomtwouldbcamorﬁzedovertheaverageserviee

life of the employees under SFAS 87’s smoothing of -

acnxaﬁalchanges.Converse!y,al%inauseinthe
. discount rate would decrease GM’s pension
obligation by $7 biltion.

Adeauscinthediscwntratewonldélsomﬂtin
higher pension expense. The interest cost component
(discount rate times beginning PBO) of pension
expmewouldincmseduetod)elargeincrusein
ﬂxePBO.ThisincreaseinPBOwouldontweighthe
decreaseinimcmtcostthatwouldmltﬁomthe
decrease in the discount rate utilized in the interest
cost calculation,

Akbough selection of a discount rete remains an
issue in pension accounting (due to the oversized
effect it can have), the discount rate is actually a

mere significant issue as it relates to ERISA/PBGC
funding,

M The Cash Funding of Defined
Benefit Plans

The single most important issue for fixed-income

investors is a pension plan’s current and future claims

on a company’s cashflow.

Drivers of cash contributions

Thereareﬁveplincipalfactorsthatdeﬁermine
whethcrornotacompanywilleonuibmetoits
pension:

*  Corporate funding policy

*  Corporate funding capability

*  Corporate tax position

* PBGC funding requircments

*  ERISA funding requirements

Corporate Funding Policy :

Perhaps the most important qualitative consideration

inattempﬁngtodwﬁneacompmy’sﬁmmcash
ing obligation is its funding policy. A company’s

funding policy will guide corporate decision makers

the funding process. The four most common

funding policies are:

* Funding the plan to ERISA minimums

* Funding the plan to avoid PBGC variable
premiums .

. Fundingtheplantothegxutstextanpossible
within the existing tax code

* Funding the plan to ABO

'l'hereobviouslyexistsaﬁﬁhopﬁon,namelynot
fnndingtheplan,bmthatisviab!eonlyfora
companythatisinexu'emeﬁmnc’mldisum(i.e.,
Chapter 7 bankruptcy).

Oftheseopﬁons,ﬁmdingtheplantoERISA
minimums is for companies that have
privately defined benefit plans. Not only does ERISA
mandatefnndingatﬂxislevcl,butmmyﬁxed-ineome
investments (whether publicly traded debt, private-
“placement debt, or bank credit) have ERISA
pmvisionsthatwouldpmthebonowerinde&ult
should the company fail to be compliant with ERISA.

The most common funding poli minimum
ERISA funding) sppere i T o
mm
“premiums are charged Baed on the aggregate amount

of unfunded vested liabilitics (based on PBGC’s

calculations). This premium cffectively represents a

tax on the corporation for its underfunded pension.

By funding to this level the company not only avoids
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the premiums, but also retains significant flexibility
(relative to the more stringent options of funding to
tax capacity or funding to the ABO). Of note, it is
more likely for mature companies to fund at this level
as the percentage of vested obligations to total plan
obligations is likely higher than a less mature
company (reflecting a higher percentage of retirees).
'l‘hismcansthatagreaterpcrcentagcofits
obligations are eligible for consideration in
calculating PBGC premiums,

Another common funding policy is to fund within the
existing tax code. Under the highly complex U.S. tax
code, only certain portions of pension contributions
are deductible as an expense. Although Congress
(with its passage of ERISA) wanted to encourage
companies to fund private pensions, they put
limitationsinplacetolimitthemﬂtingdminon
federal revenues. These limitations, much like those
ﬂmexistforIRAs,aredwigncdtolimitdxeamoum
of investments in tax-advantaged accounts, -

Finally, itispossiblethatacompany would choose to
ﬁmyﬁmdtbeABOfori'tspensionsregaxdlxsofthe
tax consequences. Fitchisnotawareofacompany
thathasadoptedthissuategyasitlimi&openﬁonal
Hexibility while also sacrificing viable tax benefits,

Of the five factors affecting cash funding, the funding
policycanbeoneofthecasiwttoascertain. Investors
can consult either public filings (10-K or the annual
report of a company’s pension plan) or contact the
company’s investor relations staff to determine the
corporation’s policy in this matter.

Corporate Fundin_g Capabllity
A corporation’s decision to fund its pension is

Pproposed contribution. Whether the contribution is
mhorsomcotherassd(mchaseqnityiﬂapublidy
hdedsubsidiary).lhceompanyumstconsiderthe
operational and  financial ramifications of
eonm‘buﬁngtothepensionplan.Forexample,itmay
uhpomntinarecessiontomainthoseﬁndsfor
capital expenditures.

Oftheﬁvefactorsaﬁ‘ecﬁngcashﬁmding,a
corporation’s ability to fund is probably the casiest to
ascertain. Important factors would include cashflow
metrics like free cash flow (can they afford to fond),
balance sheet metrics like cash and other
contributable assets (how they would fund), and

qualitative metrics like debt ratings (what are the
poteatial ramifications of their funding).

Corporate Tax Position

As stated previously, certain IRS Limitations on
pension contributions exist. Beyond these limitations,
pension contributions would not be tax deductible.
This situation is a signi factor in many
companies’  pension-funding . This is
especially true of companies that have larger funding
shortages. These companies will usually contribute at

~ the maximum level that will be deductible for tax

pmposuandwillattempttoclosetheexisﬁng
shortfall over longer periods. This assumes, of
course, that they meet minimum ERISA and PBGC
varizble premium requirements (which might cause
themtoclosethegapquickertoavoidﬂxeexcisenx
and/or variable premiums).

Above and beyond this Ilimitation on tax
deductibility, there exists complexitics within a
company’s tax situation that  might
encourage/discourag, e it to fund the pension in a
givenpaiod.Foruample,allelscbeingequal,itis
logicalﬂxathigh—mteuxpayexssuchasPhillipMorﬁs
Companies, Inc. (Phillip Morris) and GE would be
moxelikelytoﬁmdtheirpensionstothemaximum
level of tax deductibility. Likewise it is Likely that
lowermtetaxpayers,aslongasﬂxcyremainwi&h
ERISA and PBGC guidelines, would fund their
pensions less aggressively.

Oftheﬁvefwtorsaﬂ'ecﬁngcashﬁmding,theux
simaﬁonisperhapsthcmostoomplexfactor.Not
only do investors have to consider the company’s tax
situation (as it relates to both the deductibility of the
contributions and the company’s overall tax
posiﬁon),butinvestorsmustalsodeterminethe
importaneeofthisfadorwithinthcﬁamcworkofme
other four factors,

conﬁnesofﬂ;eotherfonrfactotsbemsetbetax
simaﬁoni:merelyaquwﬁonofmoney.Shaﬂd&e
financial consequences of not fonding (such as
payment of excise taxes or PBGC premiums) exceed
the tax consequences of funding (i.c., the inability to
deduct contributions for tax purposes), then the
corporation would obviously fund regardless of the
tax effect.
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PBGC Funding Requirements -
The PBGC requires corporations to fully fund their
vested pensions (as defined by the PBGC) or face
variable premiums (currently $9 per $1000 of
unfunded vested Hability) on top of their existing
Standardpremium(currently$l9perpersonpcr
year). Although PBGC’s funding requirements are
simple to understand, the metrics utilized to
determine a corporation’s funded status are not.

Thiscomplexityispartiallyduetothediﬁ'mtfows

ofthePBGC.Asaninsurer,PBGCismosteoncqned )

- with the current obligations of the company’s pension
plan as represented by an immediate plan termination
resulting from a bankruptcy. Under this scenario, the
company’s current obligations are best represented
by the Vested Benefit Obligation (VBO). This is
bem:seﬂ:eVBObmnpxwentstheoblipﬁonsof
the PBGC to insured pensioners, namely the
expectaﬁonthatthcyreceivethebmeﬁtstheyhave
eamedtodate.'l'hiscomparestoboﬂxSFASﬂand
ERISA, both of which have a “going concern” focus
(i.c., the company will stay in business indefinitely).
This differing assumption assumes that the obligation
reflects not only what former/current employees have
camed, but also what they are expected to eam

As a result of this focus on the immediate situation,
ﬂtePBGCalsonmadiﬂ'erentdiscmmtmte.This
mteiscurrentlysetbythe!RSinac_oordancewi&
guidance codified under the ERISA legislation, based
on 100% of the yield on 30-year Treasury bonds (and
is updated periodically).

Asamultofthmdiffctencw,alackof ise at
many companies (which have outsourced pension
ismcstoeonsulunts)andagenmllackofpnbﬁc
disclosure of actuarial assumptions, it is effectively
impossible for investors to determine whether a
eompanyisﬁ:llyﬁmdedasfarasthePBGCis
concqned.Asam:lt,invmxsarebasienllyreliant
upon the company for disclosure on this issue,

ERISA Funding Requirements

ERISA funding requirements are mandated by
Section 1082 of the ERISA portion of the U.S. Code.
Undqthissecﬁon,mhplanhasaﬁmdingsmdaxd
account, This account is both charged and credited
with certain items. The most important charges are
the normal costs of the plan for the plan year and
amortization of the “unfunded current liability” (as
measured using the “current liability interest rate,”

yet another discount rate’ based on the 30-year
Treasury yield). The most important credit is the
amount considered contributed by the employer for
the plan year.

. Theﬁmdingstandardacoo\mtisthenanalyzedto

detetmineifthmisadcﬁdency.'lhisinclnduboﬂn
deficiencies within the current plan year and
deficiencies within the total plaa (ie., accomulated
plan deficiency).

One of the funding requirements is that should the

pensim_plmfaﬂbelowa%fundingkvel(based
on the ERISA definition of “current liability”) on an
ovmllbasis,thenmeeompanywouldbemquiredto
contribute toward the unfunded current Liability. An
exception, however, exists. Companies that fall
below80%butwe:eabove90%ﬁmdedintwo
oonsecmivepxiorymsmuofthelastﬂneemnot
required to fund under the cumrent Lability
requinment.‘l'hisoonm'buﬁonwmﬂd,onceagah,be
based on a complex set of formulac,

UnderalICimnnmnm,ifadeﬁciencyuiststhe
employer is required to contribute within certain
complex guidelines. These guidelines enable a
company to return to a fully funded status over a
periodoftime.TheReﬁrementhtecﬁonActof
l994sho:tenedthepe_riodoftimeaconpmlnsto
retum to a fully finded status. Failure to make
mqtﬁxedpaymentswillmﬂtinlimbcingpw

. Upon a company’s real and personal property.

One significant factor in many corporation’s ERISA
situation is what is commonly referred to as “ERISA
credits.”'l‘hwecmditsteprmtanmnmdaﬁonof
overfunding by the corporation. This is the result of a
company contributing beyond its required funding
requirement in previous years. This effectively
represents the opposite of an accumulated plan
deficiency. An example would be GM, which has
accumulated in excess of $20 billion of ERISA
credits.'l‘hisenablaGM,dupitealevelof
underfunding projected to exceed $13 billion in 2002,
to avoid cash contributions under ERISA until 2006,

Due to the complexities of the U.S. Code governing
ERISA, itischallengingtodetcnninetherequired
ERISA fonding requirements for a corporation. This
difficalty is magnified by factors such as
administrativedecisionsmadebypeoplelikethe
Secretary of the Treasury and by a lack of knowledge
of the underlying actuarial assumptions made by the
corporation. Much like the PBGC variable preminm
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funding rules, investors are heavily reliant on the
company for disclosure on ERISA funding
Tequirements.

il ¢amt Figure It Out For Myself, What
Do I Do?

Due to the complexities surrounding the PBGC,
ERISA and corporate disclosures, it is effectively
impossible for investors to determine cash peasion
funding requirements. Does this mean that investors
are helpless? The simple answer is no,

Investors have several tools to gauge the potential
magnitude of future cash pension contributions.
Investorsshouldbefamiliarwiﬂnheindnstry.'l‘his
inclodes the workforce (is it unionized?) and its
history. Investors should look at prior pension
contributions and compare these to the financial
statements provided since the adoption of SFAS 87.
Specialaltenﬁonshouldbemadetoplanamendments
Mummwwmmmomsmu
each labor contract. Although pension accounting can

Finally investors should look for company statements
ondxepmionissueandshouldfeelﬁ'e'etoquayﬂxe
companyonwhatitsﬁmngobligations might be.
These statements would include:
¢  Pressreleases .
* Public disclosures such as 10-Ks, 10-Qs, annual
: reports, analyst meetings and conferences
* Pension related documents such as PBGC
filings, annual pension repoits and Form 5500
filings (some of these would probably require
Freedom of Information Act filings)

M Conclusion "’ .

Itis clear after several years of poor asset returas that
investors’ attention has returned to the subject of
pensions. This is not surprising, as many companies
are dealing with consecutive negative annual returns
for the first time. Although many companies are
attempting to downplay the significance of the last
two years, it is important to remember that in order to
reverse this pension asset trend actual returns must
notjustmmposiﬁve,butwillneedtobemﬂicientto
adequately fund future obligations as well.

Although pension accounting (as codified by SFAS
87) provides significant useful information, it is very
limitedinilxabﬂitytoassistﬁxed—homeinvstors.
SFAS 87°s combination of noncash focus and its
basis in “going-concern” ‘accounting limit the
investor’s ability to gauge the effect of the five
faetorsthatdﬁvethecashﬁmdingofpensionphns.
Intheend,thcinvmsabilitytomboﬂlﬂ)e
qualitative factors surrounding corporate culture
(funding policy) and the quantitative factors
smmmdingERlSAandPBGCﬁmdingmechuﬁm,
are limited by both a lack of public disclosure and &
burdensome system of overlapping and inconsistent

| regulatory requirements, As a result, fixed-income

investors are basically reliant on the companies
for information.

M&qnghthisrcporthasfowsedonpﬁvamepensions,
inthorsnwdtomlizethisisueisnotlﬁnitedto
private pensions. More than 50% of public pensions
arc currently underfunded. Social Security, the
gxumdeﬁnedbeﬁcﬁtplaninhistory,isssmﬁaﬂy
unfunded (as it is a pay-as-you-go system). This
isme,evenifithasslippedbelowthe_ndnmenfor
the latter half of 1990s, is not going away,

1
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N Terminology

A basic understanding of the terminology associated
with defined benefit plans is necessary to fully
comprehend the issues surrounding pension funding,

Itisalsoimportanttonotethatinmanyinsuncwme
amortization periods differ pension accounting
(SFAS 87) and legal funding requirements (ERISA).
. In most cases, pension accounting is amortized across
average remaining service life, whereas amortization
periods for govemment funding requirements are
determined by law. Should questions on what time
period to use for accounting purposes arise, Fitch
suggests consulting SFAS 87 (can be ordered from
the FASB website at www.fasb.org). For ERISA
funding  requirements, consult the UsS.
Code Collection at the Legal Information
Institute  (specifically Title 29, Chapter 18,
: SubChapterI,SubﬁtleB,Pm3,

funding  standards,
www.comnell.edu/uscode/29/1082.htmi)

Torms

Accumulated Benefit Obligation (ABO)—The
present value of pension benefits eamed as of the
balance sheet date based on current salaries, This
figure represents the plan’s obligations assuming the
plan provides no additional benefits based on future
Pay or service with the employer. This item must be
reported in financial reporting footnotes.

Actuarial Gains and Losses—The change in PBO
resulting from changes in one or more actuarial
assumptions such as quit rates, retirement dates,
mortality, the discount rate or from actual experience
differing from those assumptions.

Amortization of Gains and Losses—Actuarial
gains/losses and gains and losses representing the
difference between expected and actual retumn on
assets are deferred and accumulated. When total
deferrals exceed 10% of the larger of the PBO and
the market-related value of the plan, these deferrals
must be amortized over the average remaining
employee service life. This is known as the “corridor
method” and is the minimum permitted under SFAS
87. The amounts are recalcolated each year. Faster

amortization is permitted, but the method used must
be consistent.

Amortization of Prior Service Cost—Prior service
cost is not expensed as it is incurred, but is instead
amortized over the average remaining service life of

Section 1082— -
available at

affected employees. It is'a ‘componcnt of reported
peasion cost.

Amortization of Transition Asset or Liability—
Adoption of SFAS 87 generated either a transition
asset or liability. The difference between the previous
accrual and the economic status of the plan (PBO less
the Fair Market Value of Plan Asscts) is the
amortized value over the average remaining service
life of the employees.

Average Remaining Service Life of Employees—
The expected average remaining service period of
cmployees prior to retirement of current. plan
participants.

Benefits Paid—Benefits paid to retirees, thereby
reducing the PBO.

_Change in Benefit Obligation—Equals Service Cost

plus Interest Cost plus (or minus) Actuarial
Gains/Losses plus (or minus) Prior Service Cost less

Benefits Paid.

Change in Plan As: . return on plan
assets plus contributions less benefits paid.

Defined Benefit Plan— A plan that pays a defined
benefit upon retirement to employees. This amount
maybepddasahxmpmorasmontlﬂypaymts
per period to the employee during their retirement -
period (i.c., $1,000/month). This amount is usually
calculated based on one of two approaches. The first
ofthsemethodsistheso—calledﬂat—beneﬁtplm
‘l‘hisplantakcctheformofafonnnlasuchasSSOper
month for each year worked. The second method is
the so-called pay-related plan. Pay-related plans tie
the benefit to the level of employee camnings, with
beneﬁtsusuallybasedbneithuﬁnalsalmy(snchas
an average of the last three years prior to retirement)
Of a carecr average salary. The single most important
characteristic of defined benefit plans is that the
sponsor (employer) bears the investment risk.

Discount Rate—This rate drives the benefit
obligation. In theory, it is the estimated purchase rate
thatwmﬂdbeusedbyinsumnoecompaniutosaﬁsfy
the liabilities via an annuity. In practical application,
itisthemteammedfortheﬁumintumcostsmd
to determine pension cost and is the discount factor
used in determining the net present value (NPV) of
both the PBO and the ABO. For purposes of SFAS
87, it is currently modeled on high-quality (AA)
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corporate bonds. As it relates 1o ERISA, the “current
Liability interest rate” has historically been modeled
on the 30-year Treasury bond, although there is
concemthatthisisnolongeravalidbencbmark
given the government’s de-emphasis of that
instrument in recent years. This rate is required (by
Title 29 of the U.S. Code) to be within a range
(currently 90%-120%) of the weighted average of
* 30-year Treasury securities during the 4-year period

ending on the last day before the beginning of the
‘plan year. Due to the lack of new 30-year Treasury
bonds,theIRShasrecentlyassumedthcmleof
issuing the current liability interest rate for ERISA
calculations. The PBGC provides the rate for PBGC
funding calculations,

'Er;:ployer Contributions—Amounts contributed via
cash or other assets to fund the company’s benefit
obligations.

Expected Retura on Assets—The company’s

wtimateofthelong%:ﬂretmnonplanmets.’l‘his

ﬁgmisusedtodetqnﬁnetbereponedpensioncost.

Use of the less volatile expected return  (when

compared with the discount rate) has the effect of
ing pension cost. '

Fair Market Value of Plan Assets (FMV)—
Represents the fair value of the pension plan’s asscts,

Gross Pension Cost—Equals the change in PBO
exchuding benefits paid. Equals service cost plus
interest cost plus/minus actuarial gains and losses
plus/minus prior service cost,

Minimum Liability Adjustment—Plans where the
ABO exceeds the sum of balance-sheet accruals and
FMVarereq\ﬁredtbreoogzﬁzetheshonfallonlhe
balance sheet as a minimum liability.

Nonsmoothed Pension Cost—Equals the gross
pension cost plus (or minus) actual pension retumns, A
more volatile measure of pension cost, as it reflects
actual pension-plan returns, gains/losses and prior
service costs (not long-term smoothed averages),

Peasion plan—See Defined Benefit Plan.

Prior (or past) Service Cost—A new obligation or
an increase in an existing obligation as the result of
theinitiaﬁonofanewplanoranamendmenttoan
existing plan. :

Projected Benefit Obligation (PBO)—The present
value of pension benefits earned as of the balance-
sheet date, including projected salary increases for
carcer average of final pay plans. This estimated
obligation reflects- the vnderstanding  that the
company will be a “going concern,” and is Tequired

‘ \mderSFAS87tobereponedinﬁnancialrepoxﬁng

footnotes.

.Rate of Compensation Increase—An estimation of

fnmresalarygrowthusedtoalwlatqthePBO.lt
must be economically consistent with other
asnmptionsandreﬂectﬂ:eeompmy’spmcﬁce.l-‘or
example,highinﬂaﬁon(asindieutedbymedisoonm
mteused)andlowsalaxygwwthcamotbepmjemd.
It is required to be disclosed under SFAS 87.

"Reported Pension Cost (pension cost or net

periodic pension cost)—Reflects the sum of the
current year’s service cost, interest cost, expected
rﬂumonasets,theamorﬁmﬁonofgainsandloses,
the amortization of prior service costs and the
amortization of transition assets/liabilities. This
figure is required to be recognized and disclosed in
financial reporting under SFAS 87.

Return on Assets—The actual retum on a pension
fond’s assets,

Service Cost—The annual cost of benefits carned by

: theemployeeforanadditionalymotservice.'l‘his

represcats the present value of the incremental

 Tetirement benefits camed by employees in the

current year. In calculating service cost, reported
pension cost is calculated using projected benefits
(i.c., the plan continues), not accumulated benefits.

Statement of Financial Accounting Standards 87
(SFAS 87)—This standard, adopted in 1985,
prescribes how pension obligations and costs are to
be measured and recognized. It requires disclosure of
key assumptions used to compute pension obligation
and pension cost. Finally, it requires a detailed
reconciliation with the balance-sheet accrual.
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Statement of Financial Accounting Standards 88 1998, prescribes the dxsct'osute of pension-related

(SFAS 88)—This standard, adopted in 1985, information. It does not change the calculations or
prescribes employers’ accounting for scttiements and measurements dictated by SFAS 87 and 88.
curtailments of defined benefit pension plans and for

certain termination benefits.

Vested Benefit Obligation (VBO)—The present
value of all benefits earned to date assuming all

Statement of Financial Accounting Standards 132 employces decide to terminate as of the balance-sheet
(SFAS 132)—This standard, effective beginning in date.
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D.T.E. 03-47
KEEGAN, WERLIN & PABIAN, LLP Att. AG-1-20(7)

ATTORNEYS AT LAW
21 CUSTOM HOUSE STREET
BOSTON, MASSACHUSETTS 02110-3525 TELECOPIERS:

G17)951- 1354
(617)951-1400 617)951- 0586

December 17, 2002

Mary L. Cottrell, Secretary

Department of Telecommunications and Energy
One South Station

Boston, Massachusetts 02110

Re: NSTAR Electric Company/NSTAR Gas Company, D.T.E. 02-78

Dear Secretary Cottrell:

.~ Enclosed please find a Motion for Leave to File Reply Comments in the above-
captioned matter.

Thank you for your attention to this matter.

Sincerely,

cc:  Caroline O’Brien, Hearing Officer (seven copies)
Paul Afonso, General Counsel
Joseph Rogers, Assistant Attorney General
Service List



COMMONWEALTH OF MASSACHUSETTS «

DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

NSTAR Electric/

NSTAR Gas Company D.T.E. 02-78

MOTION FOR LEAVE TO FILE REPLY COMMENTS

Pursuant to 220 C.M.R. § 1.04(5), Boston Edison Company, Cambridge Electric
Light Company and Commonwealth Electric Company d/b/a NSTAR Electric, and
NSTAR Gas Company, (collectively, “NSTAR” or the “Company”) hereby move the
Department of Telecommunications and Energy (the “Department”) for leave to file reply
comments in the above-captioned proceeding. In support of its Motion, the Company
states the following:
I. On November 27, 2002, NSTAR filed a request for an accounting ruling
related to pension and post-retirement benefits other than pensions.
2. Subsequentiy, the Department issued a Notice wherein it required
interested persons to file comments on the Company’s proposal by
December 9, 2002. Upon the joint request of NSTAR and the Attorney
General, the date for submission of comments was deferred until
December 13, 2002. The Department’s Notice did not establish a date for
the Company to submit Reply Comments.

3. On December 13, 2002, the Attorney General submitted comments.



w0

4. In his comments, the Attorney General raised issues .concerning the
Company’s petition that are either erroneous or require clarification by the
Company.

5. In an effort to provide the Department with accurate information about its
petition, good cause exists for allowing the Company to respond to the
Attorney General’s comments. Allowing the Company to file its Reply
Comments (attached hereto) will not delay the proceeding.

WHEREFORE, for the reasons stated above, the Company respectfully requests

that this Motion for Leave to File Reply Comments be granted.

Respectfully submitted,

NSTAR  ELECTRIC/NSTAR GAS
COMPANY

Byw
@ Qoo —

“Robert € , Esq.
Keegan, Werli & Pabian, LLP
21 Custom House Street
Boston, MA 02110
(617) 951-1400 (telephone)
(617) 951-1354 (facsimile)

Date: December 17, 2002



